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Information, and Model Client Letter, on the
New Nanny Tax Rules

November 23, 1994

Re:

Social Security Domestic Employment
Reform Act of 1994 (P.L. 103-387)

Several Clinton Administration nominations in 1993 brought into the national spotlight the issue of what
is now commonly referred to as the "nanny tax." On October 22. 1994. President Clinton signed into law
a bill that simplifies how employers will report and pay Social Security taxes for their domestic
employees.
While we were concerned with specific aspects, the AICPA endorsed the objectives of this legislation as
introduced by Senator Moynihan (S. 1231) and Congressman Jacobs (H.R. 4278), which updated and
simplified the domestic employee payroll tax rules adopted in 1954. We then worked with the
Department of Treasury and the Internal Revenue Service regarding our administrative concerns. To
provide a workable solution, the AICPA requested that the legislation include the follow ing:

□
□
□
□

provide for annual filing of Form 942 but not combined with Form 1040.
adopt the Senate provision for annual payment of the tax.
increase the currently antiquated wage filing threshold, and
exempt domestic workers under the age of 18 from paying Social Security taxes.

We advocated having "nanny taxes" reported on a form other than the 1040 to minimize the number of
additional taxpayers who would now find it necessary to turn to outside preparers (probably not CPAs)
for failure to comprehend their new obligations. For the last several decades roughly 50 percent of all
individual taxpayers have found it necessary to hire outside assistance to prepare their Forms 1040. We
expressed our concern that incorporating payroll taxes for domestic help onto the Form 1040 would make
that form even more complex, particularly when coupled with a requirement for estimated tax payments,
and essentially force more taxpayers into paying to have their tax return completed. The Treasury
Department pointed out to us, however, that there has been significant noncompliance with Form 942
requirements, but that most affected taxpayers do file Form 1040. Thus, incorporating this tax onto Form
1040, beginning with the 1995 tax year, and having that form signed under penalties of perjury, will no
doubt raise the compliance level for domestic employee payroll taxes. The 1995 edition of the AICPA Tax
Practice Guides and Checklists will incorporate the new reporting requirements into the Form 1040
checklist information.
For 1994, the IRS announced that Form 942 cannot currently accept a negative amount (i.e., refund).
Therefore, employers and employees claiming a refund for Social Security taxes (because of the increased
threshold noted in the attached client letter), should complete Form 843, Claim for Refund and Request
for .Abatement. The IRS will mail a "special" Form 843 with the fourth quarter Form 942 mailing. The

"special" form will have unnecessary information screened out and will include a worksheet for
calculating the refund amount.

To further assist you with these legislative and administrative changes, we have enclosed a sample letter
that can be distributed to your clients regarding the recently enacted Social Security Domestic
Employment Reform Act of 1994 (P.L. 103-387). Additional requirements and changes of the new law
are highlighted in the sample letter which we have not duplicated in this letter.

Dear Client:

Several of the Administration nominations during the past two years brought into the national spotlight
the issue of what is now commonly referred to as the "nanny tax." To "decriminalize babysitting" (using
the words of Senator Daniel P. Moynihan, chairman of the Senate Finance Committee). President Clinton
has signed into law a bill that simplifies how employers will report and pay Social Security taxes for
domestic employees (i.e.. baby-sitters, housekeepers, and yard workers). Because some employers and
employees will be entitled to a 1994 payroll tax refund, and because the filing and payment requirements
change next year, we want you to have early information about this new law.
Specifics of the Social Security Domestic Employment Reform Act of 1994 (P.L. 103-387) are
summarized below. Note that they apply to domestic help only: those who work in offices, factories, etc.
remain subject to the rules that have been in existence.

Reporting
□
Eliminates quarterly Form 942 reporting of wages after 1994. Provides for annual reporting with
a revised Form 1040.
□

Requires Secretary of Treasury to provide a comprehensive package of informational materials
and Federal law requirements to employers. Also includes a warning that employers may be
subject to State unemployment insurance and workers compensation laws.

□

Retains regulatory authority of Secretary of Treasury to allow States to pay the employment taxes
for certain public assistance recipients who employ household workers.

Thresholdfor Coverage
□
Increases the threshold for withholding and paying Social Security taxes for domestic employees
from S50 per quarter to $1,000 annually. The increased threshold provisions are effective for
calendar year 1994. Consequently, employers and employees who have paid Social Security
taxes during 1994 are eligible for refunds if the employee's wages were below the $1,000 ceiling.
□

Provides that there will be no loss of Social Security wage credits with respect to amounts
refunded for 1994. However, for domestic employees to receive 1994 credit for Social Security
coverage, employers who would have been required to file a Form W-2 will still be required to
do so. and to report wages paid for the whole year in the "Social Security wages" box (even
though employer and employee will receive a refund of any Social Security taxes paid). The IRS
is requesting that employers show "-0-" in the tax withheld boxes on Form W-2.

Indexing
□
Indexes the $1,000 threshold each year for increases in average wages in the economy. Indexing
will occur in $100 increments, rounded down to the nearest $100.
Age Limitation
□
Exempts from Social Security taxes, wages paid for domestic sendees performed in any year
during which the employee is under the age of 18. The exemption, however, will not apply to
individuals whose principal occupation is domestic employment.
Payment
□
For 1995 through 1997. employers need make only annual payments for domestic employment
taxes. These payments will be made, presumably, on your 1040 for those years.

□

After 1997, employers must include Social Security and Federal unemployment taxes in their
estimated tax requirements. Thus, payment of domestic employment taxes starting in 1998, will
be through increased estimated tax or tax withholding from their own wages.

State Unemployment Taxes
□
Authorizes the Secretary of Treasury to enter into agreements with States to collect State
unemployment taxes.
Farm Service
□
The legislation applies to farm employers and their domestic employees. Under prior law such
domestic employees were treated as farm employees.

Effective Dates
□
The increased threshold provisions are effective for calendar year 1994. All other provisions are
effective January 1. 1995.
Based on this new legislation, you and your employee may be eligible for a refund. Please contact us
to assist you with your refund or to answer your questions or concerns about these changes and their
impact on you.

Sincerely,

Firm Name

